The paper is a review of the Malaysian experience in managing the issuance and development of Islamic bonds market. It was observed that Malaysia has begun with the issuance of loan-based Islamic bonds by the Malaysian government followed by the vast and extensive issuance of sale-based Islamic bonds by both government and private corporations. However, most of the Malaysian Islamic bonds issued to date have been based on the principles of Murabahah and Al-Bai' Bithaman Ajil (BBA) that can hardly obtain the acceptance and confidence of global investors especially from the Middle-East countries. Hence, the issuance of Ijarah-based global sovereign and corporate Islamic bonds (Sukuk) took place in 2002. In general, five key factors have been recognized to develop a more comprehensive Malaysian Islamic bonds market and accelerate the progress of Malaysia's venture into the international Islamic financial arena.
INTRODUCTION
The development of Malaysian Islamic Capital Market (ICM) is seen as a strategic measure in positioning Malaysia at the regional and global forefront and creating a competitive advantage for the country in the competitive global financial market dealings. Realizing the vast potential of ICM, the sixth objective of Capital Market Masterplan aims to establish Malaysia as an international Islamic capital market centre. As stated in many relevant literatures, Malaysia is internationally recognized for its advancement in the development of ICM despite of several issues raised. The Malaysian capital market consists of two main markets, namely the equity market dealing with corporate stock and shares, and the bond market dealing with public and private debt securities with maturities exceeding one year (BNM, 1999) . The ICM operates in parallel to the conventional capital market and complements the Islamic banking and takaful systems in broadening and deepening the Malaysian Islamic financial system (SC, 2001 ).
ICM covers a number of segments and issues such as Islamic equity markets, Islamic bond market, Islamic unit trust funds, Islamic stock broking services, Islamic indices and Islamic venture capital. The focus of this humble paper, however, is on the Malaysian experience in managing the development and issuance of Islamic Bonds, locally terms as Islamic Debt Securities (IDS) issued by either Malaysian Government or private corporations. Several factors have been recognized as the main reasons to the commendable development of Malaysian Islamic Bond market. Perhaps, the issue of innovating globally recognized and accepted products, particularly by the MiddleEast countries, is the most challenging in Malaysia's pursuit to be the most preferable Islamic financial hub.
The discussions will be organized as follow. Section 2 describes types of Islamic bonds in terms of their underlying Syariah principles. The following section briefs the growth of Islamic bonds vis-à-vis conventional bonds in Malaysia. Section 4 discusses the major developments took place in the Malaysian Islamic bonds market. Conclusion and recommendation are discussed in the final section.
THE CONCEPTS OF ISLAMIC BONDS
From the conventional point of view, the underlying relationship between the issuers of conventional bonds and their holders is simply a relationship between the debtors and creditors on loan-based contract where there are interest charges. Therefore, the Islamic Fiqh Academy has clearly declared in its Sixth Conferences 1 that the loanbased bonds are unlawful in Islam (Syibir, 1999) .
Islamic bonds necessarily should not base on loan concept as loan contract is considered as a charitable contract where the creditor (perceived as donor) actually donates his potential opportunity of using the money to the debtor (Saadallah, 1994) . The reward for waiting the debt payment cannot be materialized or capitalized in the form of interest charge in this world as the positive return on the loan given out to the debtor is not assured. It is not reasonable enough to impose a positive charge on the loan without any assurance that the loan will generate a positive cash inflow. However, the creditor is spiritually rewarded in view of the opportunity cost he incurred by giving out the loan for other's consumption. Therefore, the creditor deserves the reward from Allah in the hereafter as stated in a saying of the Prophet Muhammad PBUH (Peace Be upon Him).
From the author's viewpoint, Islamic bonds can be categorized -based on their underlying principles -into five major categories. They are: "Sukuk" is the plural of "sakk" which means a document or certificate, which evidences the undivided pro-rata ownership of underlying assets (SC, 2004) . In many circumstances, Sukuk is wrongly defined and translated as Islamic bonds. In fact, salebased bonds -in most situations -could not be named as "Sukuk" as they represent the value of debt -not real asset -owned by the bondholders. The right term for debt-based Islamic bonds is "sanadat al-dayn". "Sanadat" or "sanadat al-dayn" are certificates represent the promise by the issuer to pay back the debt to investors (creditors) based on a pre-agreed date of settlement. Hence, sale-based bonds are rightly named as Islamic Debt Securities. However, Islamic sale-based bonds involve two controversial contracts that are hardly accepted by the Middle-east scholars and investors -where there are a substantial numbers of potential investors with a lot of funds -i.e. Bai' al-'Inah and Bai' al-Dayn. However, the jurisprudential discussion of these two contracts is not within the scope of this paper. It is enough to note that these two concepts are rejected by most Middle-East scholars and jurists.
ON THE RISE: PRIVATE (PDS) AND ISLAMIC PRIVATE DEBT SECURITIES (IPDS)
The Government's various initiatives and country's robust economic activity, as seen from the implementation of large infrastructure projects, propelled the rapid expansion of the Malaysian Private Debts Securities (PDS) market during the 1990s. This was reflected in the amount raised, which ballooned from RM2.2 billion in 1990 to RM30.3 billion in 2001. Nevertheless, fund raising via the PDS market contracted significantly to RM10.8 billion during the 1997/98 financial crisis (Table 1) . Table 1 and Figure 1 illustrate the funds raised in the capital market via PDS (excluding Cagamas Bonds) and the proportions of Islamic and conventional PDS. Source: SC and BNM (various years) and Ismail (2002) . The growing importance of the PDS market is further evidenced by the 21% surged in its outstanding issues in 2001, compared to a mere 4% increase in outstanding bank loans for the same period. Notwithstanding that, banks loans remained the preferred source of funding with a total outstanding amount of RM432.3 billion as at end of 2001 against RM132.6 billion for PDS (BNM, 2001 (BNM, 2002; Ismail, 2002; SC, 2002) .
The corporatisation and privatisation of major state-owned enterprises, notably public utility companies will be one of the main catalysts for the growth of the Islamic bond markets in Asia region. The total amount needed for infrastructure development by Muslim countries for the decade of 2001-2010 has been estimated at USD 700 billion. To-date, the development of IPDS in Malaysia has been encouraging.
MALAYSIAN EXPERIENCE IN THE DEVELOPMENT OF ISLAMIC BONDS

MARKET Initial Development
Malaysian government was the first issuer of Islamic bonds globally with the successful issuance of the Government Investment Issue or GII (formerly known as the Government Investment Certificate or GIC) in 1983. It was formerly intended to facilitate the management of assets in the Islamic banking system. It was based on the Islamic concept of qardh hasan (benevolent loan) non-interest bearing loans. Based on the concept, GII was not a tradable instrument under the concept of qardh hasan, which did not permit secondary trading. The underlying concept of GII was then changed to Bai' al-`Inah to allow it to be traded in the secondary market (SC,2004) .
In the other hand, the Malaysia's first IPDS issue was Shell MDS Sdn Bhd's RM125.0 million BBA facilities in 1990. In that transaction, a group of financiers had sold certain identified assets to Shell at a higher price, thereby resulting in the company's indebtedness to the financiers. The debt arising from this contract was documented by certificates of debt, which represented the issuer's unconditional obligation to settle the debt in the manner prescribed by financing contract. 
The Operation of Malaysian Islamic Debt Securities (Sale-based Bonds)
To further understand of the application of these concepts, we should first look at the three main stages involved in the sale-based Islamic bonds issuance.
First Stage: Securitization -The Creation of an Underlying Asset
Asset securitization is a process of issuing securities by selling financial assets identified as an underlying asset to a third party. Financial assets that have a future cash flow will be sold by a company that needs liquidity or as a new fund to a third party known as a special purpose vehicle (SPV) for cash. To enable the payment for the purchase of the assets, the SPV will issue asset-backed debt securities to investors, based on the future cash flow of the assets (SC, 2002 ).
An object of sale in the Islamic law of contract must be a property of value. When a bond certificate is supported by an underlying asset, it is transformed into an object of value and therefore qualifies to become an object trade whereby it can be purchased and sold in both the primary and secondary markets. Investors then will have the right to sell (haq maliy/rights on financial assets) these bonds (Rosly, 1999) .
Securities Commission of Malaysia has adopted the opinion of the legitimacy of asset securitization if the underlying asset to the instrument is Syariah compliant. It also recognizes the cash flow or debt as haq maliy which can be considered as property. Thus, it also can be securitized (SC, 2002) .
Second Stage: Issuance of Islamic Debt Certificates
This usually takes place in the primary market where the issuing company will sell debts certificates or bonds to investors. A debt certificates issue is valid only when it is supported by an asset. In other words, the bonds must be securitized. (Rosly, 1999) .
Usually, this stage involves two types of bond issues i.e., the primary and secondary notes. The primary notes will be paid in lump sum at the maturity of the notes. These primary notes actually imply the capital component of the assets. And since the investors desire to take profit out periodically, secondary notes maturing every six months will be normally issued. The secondary notes actually make up the profit arises from the first stage transaction. For example, if the underlying asset is a building which costs RM 100 million is purchased by the financiers and then, they resell it back to issuer for RM 124 million to be paid semi-annually in 3 years. The primary notes will be RM 100 million paid after 3 years. And the secondary notes will be RM 24 million which will be paid in RM 4 million each in every six months. This given example illustrates the normal practice in Malaysia (Rosly, 1999) .
Third Stage: Trading of Debt Certificates
This happens in the secondary market where the bonds are bought and sold between the investors. When the debt certificate is securitized, it now becomes property than can be traded. The sale and purchase of these debt certificates is called as bai' aldayn. With regard to the sale of debts (bai' al-dayn), the Securities Commission of Malaysia has accepted the permissibility of debt sale at par or at discount, to the debtor or to a third party (SC, 2002) . However, it is not acceptable in the Middle-east Countries even though the debt is supported by an underlying asset (Rosly, 1999) .
Syariah-compliance Issues
Critics still allege that the BBA and Murabahah (sale-based) bonds admit "back door" to interest. In practice, all these concepts render to bai' al-'inah which is very controversial in term of its legitimacy in Islam. The main cause of this controversy lies in the conceptual differences between the Islamic banks as well as Islamic jurists in Muslim countries. As far as the three methods of financing are concerned, they are debt-based securities.
A considerable number of Islamic jurists in other parts of the world, including the Middle East are not comfortable with this concept and have vehemently attacked this practice. According to them, the motive of the parties in bai' al-'inah is illegal and the contract in nothing but a legal device to get a loan with interest (backdoor to riba'). Their declination of Bai' al-Dayn also makes the sale of sale-based bonds in the secondary market to a third party not attractive and rejected. Although this has caused some confusion in the global markets, there are also serious efforts to innovate alternatives in the Malaysian Islamic Bond market. The different interpretations among the various Islamic schools of thought on financial and economic issues may affect the progress of Malaysia's venture into the international Islamic financial arena.
The issuance of sale-based (or debt-based) bonds could be considered as the earliest experience of Malaysia in initiating the development of Islamic private/government debt securities. Most of the Islamic debt papers issued to date have been based on these concepts.
The Establishment of Syariah Advisory Council (SAC) and Islamic Capital Market Unit (ICMU)
The setting up of the Islamic Capital Market Unit (ICMU) in the Securities Commission as well as the Syariah Advisory Council (SAC) is seen as pioneering efforts towards the creation of a more organized and efficient Islamic capital market (SC, 2002) . The two institutions which comprise researchers in fiqh al-muamalat and capital market, academicians, muftis, Syariah scholars, academicians and Islamic finance experts are very much involved in the product origination and advisory in Syariah-compliance matters relating to Islamic capital market activities and regulations. Additionally, these developments provide investors more confidence towards the credibility of Malaysian Islamic capital market. It is also observed that SC, through its experts and Securities Industry Development Center (SIDC), has played a major role in educating the public and investors in matters relating to the ICM generally and Islamic bonds particularly.
Islamic Bonds Rating
The introduction of Islamic bond rating beginning in 1994 represents another critical milestone in the development of Islamic bond market. Bond ratings are principally designed to arrive at a reasoned judgment on credit risk via a careful analysis of the critical issues surrounding a specific debt on the issuer (Mod Asri et al, 2004) . Currently, there are two local rating agencies that undertake ratings of corporate debt issues including ICM instruments. The first one is the Rating Agency Malaysia Berhad (RAM) with its first involvement in IPDS (Islamic Private Debt Securities) was initiated by Petronas Dagangan Berhad's RM300 million issues in 1994 (the country's first IPDS issue to be rated). Malaysia Rating Corporation Berhad (MARC) is the second rating agency established in 1995. Both have played active roles in the development of the Malaysian market for conventional bonds and Islamic Private Debt Securities (IPDS). In general, both agencies have the same criteria for corporate bonds rating. The criteria incorporate issue structure (e.g. repayment schedule and debt types), business risk analysis, financial risk analysis, management, ownership and other qualitative factors (Mod Asri et al, 2004) . However, realizing the uniqueness and types of Islamic bonds, the rating methodology should be different to that of conventional bonds rating (RAM, 2003) . This is a major area that needs more researches in order to further develop Malaysian Islamic bonds market.
Ijarah-Based Islamic Bonds
The controversial Syariah issues surround both the concept of bai' al-'inah and bai' aldayn in sale-based Islamic bonds, the way forward for Malaysia's expansion would be via the creation of new financial products that would be internationally acceptable in term of their Syariah compliance. As a proactive stance in resolving the issues of acceptability of Malaysian Islamic bonds by the international market, Malaysia has adopted Al-Ijarah concept in new issues of Islamic bonds.
First Global Sovereign Islamic Bond: Malaysian Government Sukuk
In June 2002, Malaysia successfully launched the world's first international Islamic bond issue. A special-purpose vehicle (SPV) wholly owned by the government namely Malaysia Global Sukuk Inc that was incorporated in Labuan issued the USD600 million 5-years Islamic bonds (Sukuk). The transaction was based on the Ijarah concept. The structure of the Sukuk is underpinned by a portfolio of prime real estate assets owned by the Federal Land Commissioner of Malaysia, which is sold to the SPV. The SPV then leases the assets to the Government of Malaysia for five years, a period equivalent to the tenure of the bonds. The lease payments paid by the Government exactly match six monthly distributions to investors and represent a senior unsecured obligation for Malaysia. On maturity, the SPV sells the asset back to the Malaysian Government at the original price (i.e. the face value of the bond issue).
Proceeds from the sale of the assets will be used to repay the investors, in term of the principle amount of trust certificates (LOFSA, 2002) . Figure 2 below can further illustrate the concept.
The Sukuk Ijarah were well-received, with more than 2 times' over-subscription at USD1.I billion. The transacted amount was increased from USD500 million to USD600 As proven by the two Sukuk Bonds issues above, the Sukuk Al-Ijarah structure is an ideal concept to widen the investor base to include international investors, as it is Syariah compliant on a global basis.
Tax, Accounting and Regulatory Review
In 2002, SAC had allowed the issuers of IPDS to apply third-party guarantee on the capital invested under the principles of Muqaradhah/Mudharabah. It was also agreed that a fee (Ujrah) is allowed to be paid to the guarantor on the condition that the guarantee should not be on a recourse basis, which means the investors cannot go after the issuers in the event of business failure since the guarantor will provide the guarantee. The guarantors are also allowed to ask for collaterals from the issuers in view of possible gross negligence by the issuers.
In addition, the concession rights are accepted as an approved underlying asset for structuring IPDS under the principle of BBA. It was also agreed to recognize the contract for the supply of goods and maintenance that is made with the government as an approved underlying asset for structuring the IPDS. Both decisions were based on iqta' principle of the Islamic jurisprudence in which qiyas (analogy) methodology is applied. On top of that, "When Issue" (WI) process for the issuance of PDS in the primary market is recognized as Syariah compliant. The ruling was made on the basis that there are no elements of riba (usury) and gharar (uncertainty) in that WI process.
As part of the continuous effort to promote greater product innovation and to encourage local issuers to subscribe to universally accepted Syariah compliant products, in particular products that are acceptable to Muslim investors from the Middle East, the Malaysia Government in its Federal Budget 2003, allowed tax deduction on expenses incurred in the process of restructuring, documenting and issuing IPDS against the income for a period of five years. The incentives are given to issuers who adopt the Syariah principles of Ijarah, Mudharabah or Musyarakah for structuring IPDS.
CONCLUSION
The developments that took place in the Islamic Bonds market in particular and ICM generally illustrate the vast experience of Malaysian commitment in managing the growth of its Islamic financial system in order to become the most preferable Islamic financial hub. It is noted from the above discussions that it took Malaysia twelve years to issue globally accepted Islamic bonds despite the exemplary support from the government and private sectors. Thus, Syariah compliance issue is vital and very significant aspect to consider in the future development of Islamic bonds market. Harmonization of Syariah standards and views in the global level and/or adopting the view of majority could be one way to attract global investors particularly from the Middle-East countries. The development of Islamic bonds market should also utilize the various concepts of Islamic principles rather than picking those contracts that stimulate the conventional debt instruments. Credits and recognitions should be given to various parties involved in the development of Malaysian Islamic bonds market, but becoming the international Islamic capital market center as outlined in the Capital Market Masterplan requires more efforts to be carried out. Five key factors, as recognized by the author, have hitherto contributed to the commendable development of Malaysian Islamic bonds market; the active role of Syariah scholars and Islamic finance experts; authority's support through tax, accounting and regulatory review; research and development to create various types of Islamic bonds; the introduction of Islamic bonds rating framework; and the education of general public and investors. These are the five significant areas that could be further developed in developing a more comprehensive Islamic bonds market.
